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ABSTRACT 


This study tests empirically for evidence of tax 
capitalization in the share prices of a selected sample of 
mining stocks as a result of the differential tax treatment 
accorded these stocks under the White Paper, pebposaie For 
Tax Reform, under Tax Reform Bill C-259, and under the 
incomenTax Actyel9@2in @foconcerneto, this study are the tax 
changes that directly affect the returns to the shareholders 
of mining stocks. Changes occurred in the provisions relat- 
ing to the taxation of capital gains, the dividend tax cre- 
dit was replaced by a gross-up and credit system and the 
former shareholder depletion allowance was removed. Differ- 
ential tax treatment of the returns to mining shares results 
because of the difference in the characteristics of shares 
within the mining sector. The extent of the inequality in 
tax treatment is determined by the relative size of the capi- 
tal gains and dividend component in the return for each stock 
as well as by the size of the shareholder depletion allowance 
that prevailed under the former system. 

The theory of tax capitalization is discussed with 
particular reference to stock prices. A model is developed 
to predict the change in value expected for each stock during 
three; test iperiiods , nthe fixes tiutest"period following the 


announcement of the White Paper, the second test period fol- 
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lowing the introduction of the Tax Reform Bill into Parlia- 
ment and the third test period following the enactment of 
the new Income Tax Act. These predicted changes in value 
are then. compared to the changes in value that actually 
occurred in each’*stock during each of the three test periods. 
rr bak hes £4d 0 Shabn occurs then a predicted increase in 
the tax burden of a stock should lead to a stock price de- 
cline. Similarily a decrease in the tax burden should re- 
sult in an increase in stock prices. 

The empirical testing didnot provide’ evidence to 
support the theory of tax capitalization in the share prices 
of our selected sample of mining stocks. The chi-square 
test for goodness of fit was applied to test the signifi- 
cance of the relationship between predicted and actual chan- 
ges in value for each of the three test periods. Extremely 
high chi-square values indicated that even at the .001 level 
of significance there was no significant relationship between 
predicted and actual values. Several explanations of these 
findings are advanced. First of all, following the White 
Paper, investors may have anticipated less harsh treatment in 
the final legislation. Secondly, the proposed and actual tax 
changes only minimally affect non-residents. This coupled 
with the high degree of non-resident ownership in the mining 
industry could explain the absence of observable tax capitali- 
zation. Thirdly, investors may have anise full taxation 


of capital gains following the Carter proposals and when only 
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one-half of such gains became taxable this was perceived as 

a tax decrease. Fourthly, in anticipation of changes, inves- 
tors may have made asset price adjustment during the lengthy 

period of tax reform debate preceeding the White Paper. Fin- 
ally investors may be uncertain of the effect of the changes 

until they file.their: first tax returns under the new system. 
All or some of these might explain the absence of observable 
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CHAPTER ‘I 
INTRODUCTION 


The market price of a firm's common stock is deter- 
mined by the expectations of investors. Their expectations 
in turn are shaped by the expected future income the stock 
will yield. Income from a stock takes the form of dividends 
per share plus the difference between buying and selling 
price at the end of a given time period (Capa tal tgain) < 

Under the White Paper Proposals For Tax Reform and 
the subsequent Tax Reform Bill the returns to shareholders 
of some mining and petroleum stocks are subjected to harsher 
tax treatment than others. Investors who hold the securities 
of these firms face the prospect of their future after tax 
earnings declining by the amount of the additional tax bur- 
den. Since investors value a stock on the basis of its 
future earning potential we can expect the value (prices) of 
these stocks to decline. This is. the phenomenon referred to 
as "tax capitalization." 

This study attempts to test empirically for evi- 
dence tof tax UGapitalizationiin thetsharepprices"of selected 
mining stocks. The study was undertaken primarily in re- 


sponse to the findings of the Cummins study which did not 


he. M. Cummins, “Income Tax Capitalization," unpub- 
lished Master's thesis, University of Alberta, 1971. 
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support the theoretical predictions. Cummins tested for tax 
Capitalization in a selected sample of oil and gas company 
stocks wariovene the announcement of the White Paper pro- 
posals and found no evidence to support the theory. This 
study is based on a selected sample of forty-thrée mining 
stocks and attempts as closely as possible to replicate the 
methodology of the Cummins study in order that the results 
will be directly comparable. 

Tax capitalization can be expected to occur only 
to the extent that investors hold expectations about future 
tax changes. It is possible that an astute investor might 
have foreseen tax changes as early as 1962, when the Carter 
Commission was appointed, and that he made compensatory 
stock price adjustments prior to the announcement of the 
White Paper. Any attempt to measure tax capitalization prior 
to the White Paper, however, would be impossible because of 
the many extraneous factors that could affect stock prices 
over such a lengthy period. For this reason it was decided 
to begin testing for tax capitalization at the time of 
Finance Minister Edgar Benson's announcement on November 7, 
1969 of the government's White Paper Proposals For Tax Reform. 
It was not until this time that the taxpayer could actually 
compute the amount of his future tax liability. Then on 
June 18, 1971 the government introduced into the House of 
Commons, Tax Reform Bill C-259, an Act to ammend the Income 


Tax Act. This would be the logical second stage at which to 
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test for tax capitalization... Finally on January. 1, 1972, 
following the enactment of the new Income Tax Act, the final 
point had been reached at which tax capitalization could be 
expectedirto}occum. 

At each of these points in time, the White Paper 
propesals of November 7, 1969, the Tax Reform Bill of June 18, 
Phin cincdrthe meweeincome: TaxyAct. of, January,-L, .19.72,,.changes 
occurred in the tax position of the shareholders of mining 
stocks. Although changes also occurred in the treatment of 
mining income at the corporate level, changes that could 
affect the general level of mining stock prices, this study 
does not attempt to investigate their effects. Firstly, it 
would be extremely difficult to separate the tax determinants 
of the general stock price level of mining stocks from the 
multitude of non-tax determinants. Secondly, as it will be 
shown later, the immediate impact of adverse changes at the 
corporate level is somewhat lessened by the generous transi- 
tional provisions provided as well as by the several new 
concessions granted the extractive industries. Finally, 
the great degree of uncertainty in the minds of shareholders 
regarding the impact of tax changes at the corporate level 
would make it impossible to test for their effects on share 
prices. For these reasons tax changes at the corporate level 


will be ignored. We turn now to a discussion of the proposed 


tax changes at the shareholder level. 


The two forms of income from common stocks were 
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treated differently under the old Act, dividends being 
included in income and taxed at the shareholder's marginal 
tax rate while capital gains were tax exempt. In the case 
of dividends, the shareholder's tax burden was somewhat 
lightened by a shareholder depletion allowance and by the 
dividend tax credit provision. If a dividend,was received 
from a Canadian resource company the taxpayer was entitled 
to a deduction from dividend income of an amount uv to 20 
per cent of the dividend. The dividend tax credit allowed 
the taxpayer to reduce his tax payable by an amount equal 
to 20 per cent of dividends received from taxable Canadian 


corporations. 
In ats White Paper, Proposals for Tax Reform, 


released on November 7, 1969, the Federal government pro- 
posed certain changes in the tax treatment of the income 
from stocks in general. It proposed, furthermore, specific 
changes: that would affect the resource industries. First of 
all, the White Paper distinguished between widely-held and 
closely-held companies. Widely-held stocks were to be those 
listed on a prescribed Canadian stock exchange on November 7, 
1969, or those that were subsequently so listed. All other 
stocks were to be considered closely-held. Our discussion 
will center on the tax treatment of widely-held companies. 
BLESt iy, a data for closely-held companies is 


unavailable. Secondly, closely-held companies constitute a 


relatively insignificant portion of the mining sector. 
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Thirdly, it is the shareholders of widely-held companies 
that would suffer the greatest discrimination under the pro- 
posals of the White Paper and the Reform Bill. For these 
companies one half of capital gains, which were formerly tax 
exempt, were to be taxed at the shareholder's marginal tax 
rate while one half of capital losses were to be deductible. 
In place of the dividend tax credit the government proposed 
a gross-up and credit provision which was designed to reduce 
the effect of double taxation of distributed corporate 
income. In contrast: to the dividend tax credit provision 
under the old Act, the gross-up provision of the White Paper 
was to apply only if the company had actually paid tax on 
the dividends. 

Thus it can be seen that holders of some mining 
stocks would be more adversely affected by the proposals of 
the White Paper than others. Shareholders would be required 
to include as income one half the gains on the sale of such 
stocks and would lose the shareholder depletion allowance. 
Thus shares with a high capital gains component would receive 
harsher tax treatment. Furthermore, the shareholders of 
stocks in companies that paid little or no corporate income 
tax would be more adversely affected under the proposals 
since they would not be eligible for a tax credit under the 
gross-up and credit arrangement. 

On June 18, 1971, the government introduced Bip ke 


C-259 which was based on the White Paper proposals. It pro- 
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posed the following changes that affect the shareholders of 
stocks in the resource industries. To begin with the dis- 
tinction between closely-held and widely-held corporations 
was dropped and one half the capital gains resulting from 
the disposition of all shares are to be taxed at the tax- 
_payer's marginal tax rate while one half of the losses are 
deductible. This leaves the tax treatment of capital gains 
for widely-held companies essentially the same as under the 
White Paper. The gross-up and credit provisions proposed by 
the White Paper were dropped and a revised dividend tax 
credit system implemented. Under the new system the divid- 
end tax credit is increased to 33 1/3 per cent but this 
amount is then included in income. An amount of approxi- 
mately 33 1/3 per cent of the dividend? is then deducted as 
a tax credit from the shareholder's tax liability to arrive 
at income tax payable with no refund allowed. These pro- 
visions were all incorporated in the new Income Tax Act which 
became effective January 1, 1972. 

It can thus be seen that under the provisions of 
the Tax Reform Bill as well, some shareholders of mining 
stocks would be adversely affected. First, as under ine. pro 


posals of the White Paper, holders of common stocks (amclud- 


2 the precise amount of the tax credit depends upon 
the provincial income tax rate which is expressed as a per- 
centage of the federal rate. Under a "standard" provincial 
tax, expressed as 30 per cent of the federal tax, the effec- 


tive tax credit is 34.7 per cent. 
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ing mining stocks) would be required to include in their 
taxable income one half of capital gains realized upon the 
disposition (or deemed disposition) of such stock. Secondly, 
shareholders of mining and petroleum stocks would also lose 
the shareholder depletion allowance granted under the former 
tax system. Thirdly, the tax see? tam of some shareholders 
would change as a result of the replacement of the dividend 
tax credit by the gross-up and credit provisions. Because 
the returns to individual mining stocks differ in their rela- 
tive capital gains and dividend components this will result 
“in differential tax treatment in the returns to holders of 
individual mining stocks. Furthermore, those shareholders 
who lose the depletion allowance will suffer more relative 
to those who had no depletion allowance to lose. 

Chapter II outlines in more detail the provisions 
of the former Income Tax Act, the changes proposed by the 
White Paper, and the proposals contained within the Tax 
Reform Bill which wére incorporated essentially unchanged 
into the new Income Tax Act. 

Chapter III contains a discussion of the theory of 
tax capitalization as well as the development of the two 
models employed in the testing of the theory. The first 
model is the one employed by Cummins while the second model 
contains several modifications made necessary by the changes 


of the Tax Retorm Bill. 


Chapter IV employs the models to provide predictions 
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of expected onenres in; Value due. to’ tax capitalization. 

These expected changes resulting from the announcement of 

the White Paper, announcement of Bill C-259, and the enact- 
mere Or the, new Income Tax Act are then compared’ to- the 
actual changes in value that occurred over the three test 
periods, November 7, 1969 to December. 31, 1969; June 18, 1971 
Eounugust 4, 19 /1+ and December 22, 1973" £0 Janvary Sil, 1972. 


Chapter V interprets the findings and discusses 


the conclusions reached. 


3pnecember 22/ 187) ts Valuation Day, the day the 
capital gains system became effective for publicly traded 


shares. 
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CHAPTER II 
THE TAX TREATMENT OF THE RETURN FROM COMMON STOCK 


Investors in equity stocks realize a return on 
their investment in two ways--the receipt of cash dividends 
and the realization, of cap&tal gains. Each of thesei received 
different treatment under the former Income Tax Act. The 
White Paper proposed changes in the treatment of both divid- 
ends. and capital gains. “It ii ONEa to treat the returns 
from closely-held corporations differently than the returns 
from widely-held corporations. It proposed, furthermore, to 
remove some of the tax concessions granted the resource 
industries under the former Act. 

The new Income Tax Act maintains the distinction 
between dividends and capital gains. Although the White 
Paper distinction between widely-held and closely-held cor- 
porations has been dropped, the tax treatment accorded widely- 
held corporations will remain essentially the same. 

This study examines the differential tax treat- 
ment accorded mining shares possessing various character- 
istics, i. e. varying proportions of shareholder's return 
attributable to capital gains and to dividends, within the 
mining sector. Thus we will be concerned with only the tax 
changes that directly affect the shareholder's return. 
These changes occurred in the provisions affecting the tax 


treatment of capital gains, dividends and the shareholder 
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depletion allowance. Omitted from consideration will be the 
tax changes at the corporate level. These changes are 
expected to affect all mining companies in much the same 
Manner and thus result in little differential tax treatment 
among various stocks. Furthermore, the great deal of uncer- 
tainty in the minds of shareholders en ree the impact of 
these changes on their returns renders any attempt to ana- 
lyze them almost impossible. 

This chapter examines the income tax Cee. one 
the return to mining stocks under the former tax system and 
analyzes the White Paper proposals and the Tax Reform Bill 
provisions isolating those changes that result in discrimin- 
atory tax treatment of the return to mining stocks. Changes 
that affect the shareholders directly occurred in the pro- 
visions governing shareholder depletion allowances, the 
dividend tax credit and capital gains. To the extent that 
these tax changes are. discriminatory it is expected that tax 
capitalization in the share prices of mining stocks will 
OCCcUL. 

We now turn to a detailed discussion of the tax 
treatment accorded the mining industry under the three tax- 
ation systems and how the tax changes of the White Paper and 


the Reform Bill are expected to affect the return from mining 


stocks. 
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The Former Income Tax System 


This section of the chapter examines in detail the 
taxation provisions of the former Income Tax Act that govern 
the two elements of return ne the stockholder--capital gains 
itace teens. In this connection an examination will be 
made of the tax treatment of capital gains, the dividend tax 
credit and the shareholder depletion allowance. 

Under the Income Tax Act a distinction is made 
between transactions that are capital in nature and those 
that are defined as income. Capital gains are tax exempt 
whereas income is taxable. Because the Income Tax Act pro- 
vides us with no definition of a capital gain the distinction 
between capital gains and income has been left for court in- 
terpretation. In this connection, certain rules have. been 
established which act as guides. The major criterion in 
making the decision between taxable income or a non-taxable 
gain is whether or not the transaction was "...an adventure 
ine thesnature:iof. a trade"? This test involves the owner's 
intention. Customarily the gains resulting from the acquisi- 
tion or disposal of equity stocks has been treated as a capi- 
tal gain and hence not subject to taxation. The former 


Income Tax Act, however, specifically includes cash dividends 
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on equity stocks as taxable income? and specifically excludes 
stock, dividends ‘from its’ definition’ of ‘taxable income. ? 

The. cash dividends of a corporation are paid out of 
after-tax corporate profits. The shareholder upon receipt 
of such dividends must then include them in his taxable in- 
come...2, Tomtheextenkithat the corporation ais unable, toushift 
this tax either forward to the consumers of its products or 
backwards to its’ factors’ of production there exists a situa- 
tion of double taxation on the distributed income of the 
Corporation. inorder to’ partially offset this burden’ of 
double taxation and also to provide an incentive for Canadians 
to invest in Canadian corporations, the dividend tax credit 
was instituted. 7 An individual who was a resident in Canada 
at any time during the taxation year and received dividends 
from taxable Canadian corporations was entitled to a tax cre- 
dit with respect to such dividends. Under this provision the 
taxpayer received a credit against his tax payable of 20 per 
cent of the net dividend income from a taxable Canadian cor- 
poration. Although the dividend tax credit was designed to 
roughly offset the corporation tax paid by taxable Canadian 


corporations, it does not follow that the corporation had in 


2 canadar Income Tax Act, 1952 RSC c. 148 as ammended 
sees oH) la). 
Sihid isec. 139 lL) Coy. 
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fact paid tax, or enough of it to cover dividends. Further- 
more because dividend tax credit refunds were not allowed, 
this provision offered no tax relief to shareholders whose 
incomes fell below the exemption level. 

Affecting the return to shareholders is the share- 
holder,.depletion allowance that the: former Income Tax Act 
allowed. Depletion allowances are deductible allowances in 
respect of the depletion or exhaustion of natural resources 
Suci.as.01.1), minerals and stimber limits. The rationale.for 
such an allowance lies in the recognition that each year's 
production of a mineral or oil well decreases the natural 
resource that is being exploited and that some account must 
be taken of this decrease, or depletion, in order to obtain 
the true profit of the operation... Part of the proceeds of 
the sale of the mineral represent a return of the capital 
investment in the resource. Because many of the expenses of 
acquiring and developing mineral rights have since become 
deductible for tax purposes, these depletion allowances 
served more as an incentive to induce taxpayers to undertake 
more exploration and development than they otherwise would.” 
In addition to the dividend tax credit discussed earlier, 
stockholders of certain dividend paying resource companies 


; 6 
were entitled to a shareholder depletion allowance’ on the 


>canada, Proposals for Tax Reform, par. 5.37. 


6canada, Tncome Tax “2ct, sec. If (2). 
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dividend. This provision differs from the dividend tax cre- 
dit in that it was deducted from the dividend in the calcula- 
tion of taxable income, whereas the dividend tax credit was 
deducted from the actual tax payable. Under the former 
Income Tax Act, a percentage depletion allowance’ could be 
deducted from dividends received from mining and oil com- 
Panres. Deductions of "103, 15%, or 203° were available, the 
percentage depending upon the proportion of the income of 


the corporation that was derived from mineral production. / 
White Paper Proposals 


In its White Paper, Proposals For Tax Reform, the 
government proposed various changes from the then existing 
treatment of the return from equity stocks. These changes 
discriminate against common stocks generally and result in 
differential tax treatment of stocks within the mining 
sector. A major change was the distinction the White Paper 
made between closely-held and widely-held corporations. 

This distinction was intended to reflect the differences in 
the relationships between corporations and their shareholders 
as well as the difference in each type's competitive environ- 


ment. ® The objective of the proposed distinction was to put 


Tcanada, Statutory Orders and Regulations, (Ottawa: 
Queen's Printer; 1955 Consolidation)» pa 1903. 


Scanada, Proposals for Tax Reform, par. 4.19 
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each type of corporation as nearly as possible in the same 
tax position as its competitors.” The White Paper put forth 
several rules which would distinguish a widely-held corpora- 
tion from a closely-held one. The major distinction was 
that widely-held Canadian corporations were deemed to be 
those whose shares were listed»on a prescribed Canadian 
stock exchange on November 7, 1969, or those whose shares 
subsequently became so Hisneaen- In practice this would 
also include most corporations whose shares were traded 
"over the counter." All other corporations would be classi- 
fied as closely-held. 

The returns to the shareholders of each of these 
types of corporations would be treated differently for tax 
purposes. Stockholders of closely-held corporations could 
aes the partnership opulowaa and as such they would be 
taxed as if the corporation's earnings were theirs. If the 
partnership option were not chosen, the corporation would be 
taxed at the proposed 50 ecorperate stax rate app lcabvettoe 
all widely-held corporations. If, however, a distribution 
was made to the shareholders within two and one-half years, 


they would receive credit for the full tax paniay byte rcor— 


* thid, par» t4.i20 ; 


10s,ia, pared «43. 


tt ibid, par. 4.21. 
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poration on the distributed profits. These proposals for 


integrating the personal and corporate tax were designed to 
offer a better method of avoiding double taxation of distri- 
DpMeecs COrDOrate profits.. This will be discussed’ Tater in 
this section. For reasons previously outlined our discussion 
will center primarily on those provisions directly affecting 
ene, return. to the shareholders of widely-held mining stocks. 
Each provision will be examined to determine its expected 
differential impact on the return to holders of mining stocks. 
We will examine in turn the provisions governing the inclu- 
sion of capital gains into taxable income, the new gross-up 
and credit provision and the shareholder depletion allow- 
ance. 

In order to make Canada's tax system more "fair and 
effective," the government proposed that capital gains be 
taxed when they were realized or deemed to be realized. All 
or part of the capital gain would be treated as ordinary 
income, depending upon the type of asset involved. Generally 
capital gains would be fully taxed at the taxpayer's mar- 
ginal, tax.rate and ‘capital Teste strata, deductible from tax- 
able income. Here again a distinction was made between 
closely-held and widely-held corporations. Gains on the sale 
of shares of closely-held private corporations were to be 


fully taxed and losses on the sale of such shares were to be 


12tbia, par. 4.24 
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fully deductible. ?? 


Stockholders of widely-held corporations 
would include only one-half of their gains on the sale of 
these shares in taxable income and deduct only one-half of 
their losses. Because of the variation in the capital gains 
component in the return from various mining stocks this pro- 
ei on would more adversely affect the return from some 
stocks than others. The White Paper proposed, furthermore, 

a revaluation of these shares to market value every five 
years with one-half the resulting gain or loss to be taken 
into account for tax purposes in that year. Situations 
could arise where a shareholder with a high capital gains 
return would be forced to liquidate a substantial portion of 
his common stock portfolio in order to meet his tax liability 
on the accrued capital gains. Income averaging provisions 
were proposed which were designed to alleviate somewhat the 
harsh tax effects on windfall gains. 

The proposed gross-up and credit provisions were 
to replace the dividend tax credit as a method of avoiding 
double, taxation... This, provision took, infos account. the. taxes 
already paid by a corporation on its distributed income. 


Under the White Paper proposals a Canadian shareholder would 
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receive credit for one-half the Canadian corporation tax 
paid by the corporation on the profits from which the divid- 


a8 
: The system would work as follows: Upon 


end was paid. 
receipt of a dividend the stockholder would add (or gross 
gup)Jeto thasi dividend, .50 per cent of the tax paid by the 
company on the profits from which fac dividend was paid. 

He then would be taxed at his marginal rate on this grossed 
up amount and then permitted to deduct the amount of the 
gross-up (or tax paid by the corporation) from his tax pay- 
able. In the event that the allowable deduction (gross-up) 
was greater than his tax payable the shareholder would 
receive a refund of the excess. This procedure applied to 
both cash and stock Cae ene ee Furthermore, this credit 
would only be given if the dividend was paid within the two 
and one-half year time limit, ?? It should be noted that 
uae integrated tax credit depends upon the extent to which 
the corporation has paid taxes on the underlying cash flow. 
Because the taxable income of mining companies is reduced 
by incentives like depletion allowances and rapid capital 
cost write-offs, these companies would lose some of the 
differential advantages which they enjoyed under the old 


ll ibid, par. 4.36 
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dividend credit system. 7° 


Shareholders of resource company stocks would under 
the White Paper proposals also lose shareholder depletion 
allowances.*1 The government felt that new provision for 
deduction of losses realized on shares held would better 
achieve the objectives,of the shareholder depletion allow- 
ance. This would obviously lower the return to the share- 
holders of those mining stocks that would lose their deduc- 


tion. 
The Present Income Tax System: The Income Tax Act, 1972 


On June 18, 1971, following nearly two years of 
public discussion on the tax reform proposals of the White 
Paper, the government introduced in the House of Commons, 
Balid-C=259., -an Act «to amend ‘the “Income «ax Act. 

The proposals of the Tax Reform Bill, now embodied 
basically unchanged in the new Income Tax Act, contained 
changes in the provisions relating to capital gains, divid- 
end tax credit and shareholder depletion allowances. This 
final section of the chapter will examine each of these 


changes indicating which changes have a differential effect 


upon the return to mining shares. 


20m. Bucovetsky, and R. Bird, “Tax Reform in Canada: 
A Progress Report," National Tax Journal, vol. XXV, (March, 
E972) p. 330 eae 


2linite Paper, par. 5.44. 
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Under the new tax legislation, capital gains (in- 
cluding gains on the sale of equity shares) will for the 
first time be included in the definition of taxable income. 
Generally one half of such gains are "taxable capital gains" 
and must be included in the taxpayer's income and taxed at 
the marginal personal rate in the.case of an individual and 
at the corporate tax rate in the case of a corporation. 
With a few minor exceptions one half of capital losses will 
be deductible against capital gains with indefinite loss 
carry forward provisions and a one year loss carry back. 
This provision coupled with the automatic general averaging 
provision<- and the forward averaging income annuities pro- 
vision’? should help reduce somewhat the harsh effects the 
progressive rate structure would have upon unusually large 
gains realized in any one particular year. For widely-held 
companies, the ones under consideration in this study, the 
new capital gains tax.is essentially the same as the one 
proposed in the White Paper. Despite the more liberal 
averaging provisions the capital gains tax provision will 
discriminate against the holders of some mining shares due 


to the relatively large capital gains component in their 


return. 


The new Act contains no general periodic revaluation 


22 canada, Income Tax Act, sec. 118. 


235pid, sec. 118. 
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provisions as proposed by the White Paper.*7 Gains will be 
taxable and losses deductible when assets are sold or given 
away, upon cessation of Canadian residence, upon death, or 
as a result of changes in the use of an asset. Individual 
taxpayers may elect one of two methods for determining the 
base value of ~ssets heldsprior tewthe start,of thes new sys- 
tem (January 1, 1972), with reference to which future gains 
and losses will be defined. The election must be made the 
first time a taxpayer reports gains or losses and becomes 
binding on him for all subsequent asset dispositions. The 
taxpayer may choose as a base value for determing gains 

and losses either fair market value on Valuation Day or the 
"tax-free zone" method under which gains are based on the 
greater of historical cost or Valuation Day value; losses 
are based on the lesser of original cost or Valuation Day 
value.?> Corporations.must,empLoy hthe,\"tax>free .zone" .meth- 
od. For publicly-traded securities Valuation Day was Decem- 
ber 22),,:19:71. and for all other assets Valuation Day was 


December 31, 1972. 


A revised system of gross-up and credit will replace 


24 che exception is property held in trusts in which 
case unrealized capital gains and losses on property are 
deemed to be realized periodically and at least every twenty- 


one years. 


22 0cH editors, Analysis of the Canadian Tax Reform 
Bill, 1971, (Ottawa: Commerce Clearing »House,, 919.71) , pan. 
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the old dividend tax credit provision as a rough means of 
achieving partial integration of individual and corporate 
taxes. Under the new system the shareholder grosses up his 
taxable dividends by 1/3 of the dividends received and is 
then allowed an amount of approximately 1/3 of these divid- 
ends (the precise amount depending upon the tax rate levied 
by the provinces) as a credit against his tax payable.7°® 
This applies to all dividends received from taxable Canadian 
corporations regardless of corporate taxes paid. In no event 
will the credit result in a refund of tax to the shareholder. 
Replacement of the dividend tax credit provision by the 
gross-up and credit provision does not appear to have any 
discriminatory effect on the holders of mining stocks. Al- 
though shareholders with marginal tax rates in excess of 40% 
(taxable income over $14,000) will pay more taxes under the 
new system, this is largely offset by the provision allowing 
the credit to be calculated on gross dividends (dividends 
plus interest and carrying charges) which is of more benefit 
to high marginal Caiway even! 

The shareholder depletion allowance of up to 20% 


of gross dividends from resource companies is discontinued 


effective January 1, 1972. It is felt that the objectives 


26canada, Income Tax Act, sec.:82 (1) and secs 121. 


i bees J. Dart, Proceedings of the Twenty-Third Tax 
Conference, (Toronto: Canadian Tax Foundation), p. 113. 
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of the old provision could better be achieved by the deduc- 
tion granted for one-half of capital losses. This removal 

of shareholder depletion would result in a lower return to 
the holders of mining stocks relative to the holders of other 
stocks. Those shareholders who lose this concession would 
suffer more than those whe had never received the allowance 
under the old system. 

It can thus be seen that under the new tax legis- 
lation the shareholder's return from equity shares in some 
mining stocks will be more adversely affected than the return 
#rom equity shares in”other ‘mining “stocks. This is brought 
about by the removal of shareholder depletion allowances, 
replacement of the dividend tax credit by the gross-up pro- 
vision, and the capital gains tax provision. Depending upon 
the relative size of the capital gains component and the 
dividend component in the return to each individual Peace 
there will be a differential tax effect. 

In the instances where tax changes would reduce 
the return from mining stocks it is expected that a decrease 
in the stock prices would result if the rates of return to 
shareholders are to be maintained. Conversely where these 
changes result in an increase in the return to mining stocks, 
an increase in stock prices would be expected. A further 


discussion of the possible and probable expected changes will 


be the subject of the next chapter. 
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CHAPTER Lit 
TAX CAPITALIZATION 
Theoretical Tax Capitalization 


The differential tax burden placed on the returns 
to the ein onoreae of some mining stocks will result ina 
decrease in return to those stocks. The theory of tax cap- 
italization would lead us to expect a decrease in the prices 
Sr eenose ishares that will be subjected to harsher tax treat— 
ment relative to the others. Assuming that investors are 
aware of the impact these tax increases will have on their 
returns we would expect one of two possible results, either 
tax Capitalization oratax diffusion. This chapter discusses 
these two possible effects and draws the conclusion that in 
theory tax capitalization is the more probable result. The 
proposed tax changes are then examined to determine whether 
they meet the requirements necessary for tax capitalization 
EOCOCCII. 

When a differential tax is levied on one segment 
of industry, in our case the resource industry, investors in 
mining stock can be expected to shift their funds from the 
less attractive mining stocks into those mining stocks (or 


other investments) where monetary rewards have not been 


lowered by increased taxation. Depending upon the relative 


size of the sector discriminated against, tiie process: wiil 
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result’in either diffusion of the tax over all the financial 
investments or the capitalization of the tax burden. Tax 
Capitalization is the process whereby a decrease or increase 
in taxes haan asset or the income derived from the asset 
results in a change in value of the asset. If tax capitali- 
zation occgrs, the’ value of the asset will decrease*with a 
tax increase, all other things remaining unchanged. Simi- 
larily, a decrease in taxes will lead to an increase in the 
value of the asset. Tax diffusion on the other hand is the 
process whereby a decrease or increase in taxes on an asset 
results in a change in the rate of return, with the value 

of the asset remaining relatively unchanged. A tax increase 
will in this case lead to a decrease in the rate of return 
and conversely a tax decrease will result in an increase in 
the rate of return. These two phenomena can best be explain- 
ed by way of a hypothetical example.* 

Assume an economy in which only two types of invest- 
ments, stocks and bonds, compete for the investor's capital. 
Let each instrument have a value of $100, be of equal risk 
and yield a return of $5. Suppose a discriminatory tax of 
20 per cent is levied on the return from the stock held by 
the investor. This reduces the return on the stock to $4 


while the return from the bond remains at $5, Let us assume 


ve R. Rolfph and G. F. Break, Public Finance, 
(New York: The Ronald Press, L961) 5 Dawes ae 
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further that the market discount rate which represents the 
rate of return on the next best alternative investment (the 
bond in this case) is 5 per cent. We will now consider the 
effect on the price of the stock where the taxed stock com- 
poses varying portions of the total market available to the 
investor. 

In the case where the taxed stock represents only 
a relatively small proportion of the total market we would 
expect investors to respond to a discriminatory tax by shift- 
ing their funds from the stock segment which yields only 
4 per cent to the bond segment which still yields 5 per cent. 
This shift would bring about a ceaaaieae in the stock prices 
until the return on the stock is once again equal to that of 
the bond (i.e. 5 per cent). The expected stock price decrease 
would equal the discounted present value of all future tax 
outflows. In our example (assuming a constant tax increase 
per bime period) this would amount,to ($1'+ 0.05) or $20. 
Thus the “usa haueres of the tax would bring about a decline in 
the price lof the ‘stock to $80 ($100 - $20) when it will yield 
HE “thus point the rate of returyon the stock 


at Fetiirn of S4. 


would once again be 5 per cent, the same rate as the return on 
bonds. In this example the tax has been fully capitalized. 
Now let us assume that the taxed stock represents 


a relatively large portion of the total market for investor's 


funds. In this case it would be virtually impossible for 
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investors to shift their funds into bonds, as there would 
simply not be sufficient bonds to match the amount stock- 
holders would be willing to divert into bond investments. 
‘The probable result would rather be a decline in the market 
discount rate to approximately 4 per cent as the prices of 
bonds are rapidly.bid up..,No change oceurs in, the prices of 
stocks but the rate of return has been lowered to 4 per cent 
for all investments of comparable risks. Thus the tax change 
is not CaM batized but is rather diffused over the entire 
investment market. Before a tax can be capitalized certain 
conditions must be met. Buehler describes these as follows: 
(1) The taxed object must be an income-yielding object pro- 
viding a monetary or other valuable income (e.g. bond or 
securities). There must be some measurable value in which 
thestax-can be reflected: (2) The taxed object must have 

a reYatively Iong life*and must “have a relatively inélastic 
supply co” Tf “this “were™=noe the case "the *taxed™ object could 
disappear from the market in response to an imposed tax or 
if the supply were elastic the tax would simply be reflected 
in an adjustment of supply without an observable tax impact. 
(3) There must be some inequality in taxation, i.e. there 
must be some tax differential to be capitalized. A non- 


discriminatory, uniform tax, although it would have economic 


2 G. Buehler, "The Capitalization of Taxes," 
National Tax Journal, vol. III (December, b950).4. ppia (264- 
288. 
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repercussions, would not be capitalized by making adjustments 
in the present values of future income streams. (4) There 
must be some degree of certainty about the amount of the tax 
TieoLlity. ‘This is necessary, in order for the investor to 
measure the amount of his changed tax position. 

The proposed differential tax treatment accorded 
the shareholders of mining stocks under both the White Paper 
and the Tax Reform Bill seems to satisfy these four condi- 
tions. To begin with, mining stocks are income-yielding 
objects providing a monetary income in the form of dividends 
and capital gains. Furthermore, in the case of public com- 
panies their value can be readily measured in the quoted 
prices” of their stock.” The first condition is’ ‘clearly satis-— 
fied. Historically stocks of public companies have been 
observed to have relatively long life spans and a relatively 
inelastic supply.” These stocks cannot be readily created 
OY wiped out ina short period of time. This “satisfies the 
second condition. As outlined in the previous chapter, the 
stocks of widely-held mining companies were selected for 
this study because of the differential tax treatment accorded 
them under both the White Paper and the Tax Reform Bill. The 
extent of the differential tax treatment of individual stocks 
is determined by the relative size of the capital gains and 


dividend components of the return to each stock as well as by 


3cummins Dp. 20. 
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the shareholder depletion rate applicable to each stock. 

Not only will some mining stocks be discriminated against in 
the stock sector of the investment field, but stocks in gen- 
eral compete with other forms of investments (bonds, mort- 
Gages, etc.):. Thus the third condition is’ satisfied. Be- 
Cause the taxpayer can calculate as amount of his future 
tax burden under the White Paper and under the Reform Bill 
provisions; the fourth and final condition appears to-be 
Satisfied. Although the taxpayer could calculate his. actual 
tax liability under both the White Paper and Reform Bill 
proposals it. is not altogether certain that’ he would make 
eseet price: adjustments at either of these times. . Perhaps 
we should not expect any capitalization to occur prior to 
enactment of actual legislation. It may also be that inves- 
tors are unaware of the actual tax implications of the new 
tegislationsandawillswaitoantilsityis, time to. file theix 
first tax return under the new system before making any tax 


calculations and stibsequent asset price adjustments. 
The Tax Capitalization: Model 


According to the theory of tax capitalization a 
tax increase on stocks should, ceteris paribus, result in a 
stock price decrease. Similarily a tax decrease should 
result in a stock price increase. Since this study tests 
for tax capitalization at three points in time and under two 


different tax systems, two slightly different models will be 
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employed, To test for tax» capitalization in mining stocks 
as a result of the White Paper Proposals the following model 


WEL De usad : 


V = capitalized value of a stock (former tax 
system) 
Lee = capitalized value of a stock (White 
Paper) 
Pie = dividends provided by a stock in year j 
C. = Capital gain or loss provided by a stock 
J in year j (equals the price in year j 


minus the price in j-1) 


Y. = shareholder depletion allowance (former 
J tax system) 

X = dividend tax credit (former tax system) 
- = gross-up (White Paper) 

R = peeckhedders marginal rate of taxation 

i = opportunity rate of return on the next 


best alternative investment. 


AV = expected change in value of a stock 
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V represents the value of the stock under,the old tax system, 
Vv, represents the value of the stock under White Paper treat- 
ment, and AV represents the capitalized value of the expected 
change in the tase(A'R)i tonrthe weturmeiromthe stock. In the 
above model the capitalized value of the expected future tax 
change allows for variation in the annual tax change. For 
our purposes it seems reasonable to assume that the tax 


changes .will be constant from year to year and that the 


stream of taxes will be infinite, thus AV can be represented 


by AV = AT 
i 


To test for tax capitalization in mining stocks as 
a result of the Tax Reform proposals the Cummins model was 


slightly modified. The only change in the model comes about 
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as a result of the new gross-up and credit provision as dis- 
cussed in the previous chapter. The following revised model 
will be used to test for tax capitalization in mining stocks 


as a result of the Tax Reform Bill and the subsequent legis- 


lation: 
V, =, capitalized value of a stock: (formewm tax 
system) 
ae = caditalized value of a stock (new tax 
system) 
Be = dividends provided by a stock in year j 
Coe= (Capi teluqainvor, Loss provided by a stock 
J in year j (equals the price in year j 
minus the price in j-1) 
Y. = shareholder depletion allowance (former 
J tax system) 
R®° = stockholder*s’marginal rate” of taxation 
i = opportunity rate of return on the next 
best alternative investment 
QV = expected change in value of a stock 
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V represents the value of the stock under the former tax 


system, V, represents the value of the stock under the Tax 


ce 
Reform Bill proposals and the subsequent Income Tax Act, and 
AV represents the capitalized value of the expected change in 
the: tax: (AT) on the stock's return.” Again as in the “previous 
model the capitalized value of the expected future tax change 
allows for variation in the annual tax change. We will as- 
sume as did Cummins that the tax changes will be constant from 


year to year and that the stream of taxes will be infinite. 


Thus we can represent AV by AV = AT. 
nf 


Both of these models exclude from consideration 
those proposed tax changes that would affect the corporate 


earnings of mining companies and deal only with the proposed 
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changes as they would directly affect the return to the 
shareholder on these stocks. It is expected that changes 

at the corporate level will affect all mining companies ina 
Similar manner and hence will have no discriminating effects 
within pertains sector. The two models developed in this 
Chapter will be employed in the following chapter to test 
empirically for evidence of tax capitalization in the prices 


of a selected sample of mining stocks. 
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CHAPTER IV 
EMPIRICAL TESTING OF THE TAX CAPITALIZATION MODEL 


‘This chapter discusses the empirical testing for 
evidence of tax capitalization in the share prices of a 
selected sample of mining stocks. The two models developed 
in the preceeding chapter will be employed. 
(a) n 
We Ee (DER LSRER (R-X)r[R(D,+%.+.5C,)-Z.] 
ile ee en « celal eae Wk ee (Wh te: Paper) 


(1+i)J 
(b) n 
oh a hog aes) DBT RL WR(DS ERA teas Cah Did 
joi 6 S (Reform Bill) 
(14a) J 


The first model (White Paper model) will be used 
to test. forgtax Capitalization during the first) test period, 
November 7, 1969 to December 31, 1969. The second model 
(Reform Bills model) willbe used to test for tax capitali- 
zation during the second test period, June 18, 1971 to 
August 4, 1971 and also during the third test period, Dec- 
ember s22, 1971. to January 31, 1972. 

The first section of the chapter discusses the 
selection of the sample. Section two discusses the deri- 
vation of the values of the variables used in the models. 
The third section discusses how the models are employed to 


provide predictions of the expected change in value of each 
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stock. The final section compares these predicted changes 
with the actual changes in value that occurred during the 
three test periods and includes a discussion of the tests 
performed on the results. Some possible reasons are advan- 


ced to explain why tax .capiitali zation did not occur: 
Selection of the Sample 


Table 4-1 lists the forty-three mining stocks that 
constitute the sample for this study. The sample was chosen 
from the 297 mining stocks listed on the Toronto Stock 
Exchange on November 7, 1969. The final sample size of 
forty-three was arrived at by eliminating those stocks for 
which historical data on prices, earnings and dividends were 
unavailable for the entire period 1958 to OBOE Mergers 
and amalgamations between 1968 and 1972 accounted for the 
further elimination of several stocks. 

Data on stock earnings and dividends for the forty- 
three stocks during the eleven year period were gathered from 
the Financial Post Survey of Mines. For reasons of compara- 
bility the data were adjusted to a base year, 1958. It was 
assumed that in 1958 an investor held $100 worth of a stock 
at its averages yearly high-lows price. For example, if for 


the year 1958 the yearly high of a particulal stock was $12 


lthis period was chosen to correspond with the 
period chosen in the Cummins study. 
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TABLE, 4-1 


MINING STOCKS COMPRISING THE SAMPLE 


Agnico Mines Ltd. 

Asbestos Corporation Ltd. 

Aunor Gold Mines Ltd. 

Bralorne Can-Fer Mines Ltd. 

Campbell Chibougamau Mines Ltd. 
Campbell Red Lake Mines Ltd. 
*“Cassiar Asbestos.Corporation Ltd. 
Cochenour Willans Gold Mines Ltd. 
Conwest Bxploration Co. .Ltd. 

Denison Mines Ltd. 

Dickenson Mines Ltd. 

Discovery Mines Ltd. 

Dome Mines 

East Malartic Mines Ltd. 

Falconbridge Nickel Mines Ltd. 

Giant Yellowknife Mines Ltd. 

Gunnar Mining Ltd. 

Hallnor Mines Ltd. 

Hollinger Remove Gold Mines Ltd. 
Hudson Bay Mining & Smelting Co. Ltd. 
International Nickel Co. Of Canada (The) 
Kerr-Addison Mines Ltd. 

Labrador Minang=6. Exploration Co; Gtd. 
Lake Shore Mines Ltd. 

Little Long Lac Gold Mines Ltd. (The) 
Madsen Red Lake Gold Mines Ltd. 
Manitou-Barvue Mines Ltd. 

McIntyre Porcupine Mines Ltd. 

New Calumet Mines Ltd. 

Pamour Porcupine Mines Ltd. 

Preston Mines Ltd. 

Reeves Macdonald Mines 

Sherritt Gordon Mines Ltd. 

Sigma Mines (Quebec) Ltd. 

Sorsicoe Manes Ltd. 

Steep Rock Iron Mines Ltd. 

Teck Corp. Ltd. 

United Keno Hill Mines Ltd. 

Upper Canada Mines Ltd. 

Willroy Mines Ltd. 
Wright-Hargreaves Mines Ltd. 
Yellowknife Bear Mines Ltd. 

Yukon Consolidated Gold Corporation Ltd. 
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and the yearly low was $8, the average high-low price for 
1958 would be $10. Thus an investor would be assumed to hold 
WO rchares’ (10002 3.10) er tthis’ stock. iFor this stock suppose 
that pre-tax earnings per share were $1.50, that after-tax 
earnings per share were $1 and that dividends per share were 
$.50. Thus pre-tax earnings would be $15, after-tax earnings 
would be $10 and dividends would be $5 on this investor's 


SiLO0 worth of the stock. 
Derivation of Variable Values Used in the Model 


As mentioned previously the two models employed 
in this study are based on the one developed by Cummins. In 
our models, historical data on capital gains, earnings and 
dividends are used to provide estimates of future values of 
these variables. These predicted values are then used in 
the models to calculate the expected change in value of each 
stock. 

Our models require predicted values for D (divid- 
ends), © (Capital) gains oreloss)),.¥ (Shereholder depletion 
allowance), R (shareholder's marginal tax rate), X (divid- 
end tax credit), and i (rate of return on the next best 
alternative investment). Also required are intermediate 
variables Ey (pre-tax earnings) and E (after tax earnings) 
which are used in the calculation of Z (gross-up). The 
predicted values of each of these variables is presented in 


Appendix A. -Since values for (X), (R), and (i) are identi- 
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cal for all stocks they do not appear in the appendix. We 
turn now to a discussion of the derivation of the values for 
each of the variables employed in the models. 

Future dividends (D), future capital gains (C), 
future pre=tax ecammings (Ej), and future after tax earnings 
(E) were all,estimated by calculating the arithmétic.mean of 
these variables for the five year period 1964-1968. Initi- 
ally an attempt was made to predict the future values of 
these variables by estimating regression equations employing 
time series data for the eleven year period 1958-1968, but 
this procedure was abandoned in favour of the averaging pro- 
cedure. Since regression analysis yielded such poor results 
the less-sophisticated averaging procedure appeared to be 
the only feasible method of predicting these variables. A 
full discussion of the regression procedure is contained in 
Appendax .B.\ Appendix .C contains the results: of -the regress— 
ion analysis. We turn “now to a discussion of the ‘computation 
of future available gross-up oe 

The amount of available gross-up (Z) depends upon 
two factors--the amount of dividends paid and the actual 
taxes paid by the mining company. For our study we will 
assume as did Cummins that dividends will only be paid in the 
future by those companies which currently have a dividend 


payout. Although non-dividend paying companies could at any 


2 rhe discussion of gross-up (Z) applies only to the 
White. Paper model. 
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time in*the future begin to pay dividends, we have no histor- 
ical data upon which to base our predictions. We will fur- 
cerer™assume “that the-current’ tax Tiabrility" of a- dividend 
paying company provides a reasonable estimate of future tax 
payments .> Although there are several proposed tax changes 
that will affect the corporate tax burden, none of these are 
expected to have an immediate impact (see discussion in 
Chapver Prt)” 

Under the White Paper proposals, the "gqross=up*pro- 
vision permits the shareholder to gross up his dividends 
received by an amount equal to one-half the tax paid by the 
company to a maximum 50 per cent’ of the dividend payment 
(0.5 X D). Thus gross-up (Z) would be calculated as follows:* 


Z°="the Wesservor (E,-5) and 20% > x D 
2 


“(E,-E) is by definition the amount of the future expected 
tax payments. 

As discussed in Chapter II, the former tax system 
permitted shareholders of mining stocks to deduct a depletion 
allowance on the dividends from certain companies. Because 
the after-tax rate of return,would.be affected by the,deple- 
tion allowance we require a rate, (Y) for use in the White 


Paper model. These depletion rates were found to be quite 
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consistent over the years. Therefore, we can assume that 
investors would expect ‘the ‘existing rate of depletion ito 
prevail in the future. Furthermore, because the rate payable 
in 1969 is based on the "mineral profits" earned in 1968, 

the taxpayer can actually calculate the rate applicable in 
1969 prior to White Paper Day and this is the rate they would 
be led to expect in the future. Appendix A lists the 1969 
shareholder depletion rates on dividend paying stocks, which 
are also our predicted shareholder depletion rates, (Y). 

A marginal tax rate (R) of 50 per cent was chosen 
for this study for the reasons discussed in Cummins. Brie- 
Ply A chien ate was ychosen sfor sthreeyreasonss 1 ¢(0l)-rbecause 
various studies have shown that the mean rate is in this area; 
(2) companies can be stockholders, and the corporate rate is 
approximately 50 per cent; and (3) it is at this rate that 
under the White Paper proposals and the Tax Reform Bill pro- 
visions the stockholder would be indifferent as to the form in 
which he received his return--capital gains or dividends. 

N vate lof (return ©(i)) vof 15S .permicent was .chosem<as 
the rate of return on the next best alternative investment. 
Since investors in mining stocks have as their next best 
alternative the option of investing in other common stocks, 


an appropriate rate would seem to be the historical rate of 


return on common stocks in general. Although no comprehensive 


>Ibid. pp. 43-44. 
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Canadian study is available on such a rate, Fisher and Lorie® 
in their analysis of stocks on the New York Stock Exchange 
Por the “perrod=T926"°to b960-arrived at*a’rate of 15. per cent 


forthe” ftatest 10 year period, 1950 to 1960. / 


Use of the Capitalization Model 


In order to provide a basis of comparison between 
and among various stocks in the sample and between various 
years, the average yearly high-low price per share, earnings 
per share and dividends per share were all brought to the 
base 100 in 1958. Thus an investor is assumed to hold $100 
of a stock at its yearly average high-low price in 1958. 

For example, the shares of Aunor Gold Mines traded at a 1958 
high-low of 2.84 and 1.93 for a yearly average of 2.38 

([2.84 + 1.93] + 2). After tax earnings per share were 0.19 
and dividends per share were 0.16. Thus an investor was 
assumed to-hold 42202-48100 2°2°738) “shares; tor’ SL00 worth of 
this stock with after tax earnings ‘per’ share of 7.98 (42.02 
Reo T1Oy Vand dividends per-share of"6./2442n02" x 0016) ter 
€his?S100*woreh.) “The “predicted values? for’ capital"gains: (C), 
pre-tax earnings (E,), after-tax earnings (E), and dividends 


(D) in Appendix A reflect that the investor held $100 worth 


oe Fisher and L. H. Lorie, “Rates of Return on 
Investments in Common Stocks," Journal of Business, vol. 38 
(January , 1964)" p."T. 
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of a stock in 1958 and held those shares until 1968. In the 
case of Aunor Gold Mines the investor would be assumed to 
hold 42.02 shares of this stock for the duration of the 1958- 
1968 period. 

Tables 4-2, 4-3 and 4-4 present the predicted 
changes in value for each stock as well as the actual changes 
in value that occurred during each of the three test periods. 
Table 4-2 deals with the first test period November 7, 1969 
to December 31, 1969, and shows both the predicted and actual 
changes in value for each stock following the announcement on 
November 7 of the White Paper on tax reform. Table 4-3 deals 
with the second test period, June 18, 1971 to August 4, 1971, 
and shows both the predicted and actual changes in value for 
each stock following the June 18 publication of the Tax Re- 
form Bill. Finally Table 4-4 deals with the third test per- 
iod December 22, 1971 (Valuation Day) to January 31, 1972 
when tax reform legislation affecting common shares became 
effective. These three test periods will subsequently be 
referred to as test period one, test period two and test 
period three respectively. We will discuss in turn the 
computation of both predicted changes in value and actual 
changes in value for each of the three test periods. 

The figures in the predicted change in value col- 
umns of Tables oe 4-3 and 4-4 reflect the change in value 
expected for $100 worth of a particular stock held in 1958. 


For example, the predicted change in value for Aunor Gold 
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EXPECTED AND ACTUAL CHANGES IN VALUE OF $100 WORTH OF EACH 


STOCK HELD FROM NOVEMBER 7, 


LOGY. ‘TO, DECEMBER: 31, L969. 


Stock 


Yellowknife Bear Mines 
Denison Mines 
Manitou-Barvue Mines . 
Siscoe Mines 

Pamour Porcupine Mines 

Dome Mines 

Agnico Mines 

Preston Mines 

Campbell Red Lake Mines 
Yukon Consolidated Gold Mines 
Falconbridge Nickel Mines 
McIntyre Porcupine Mines 
Conwest Exploration 
LecksCorp. 
Wright-Hargreaves Mines 
Upper Canada Mines 

Cassiar Asbestos Corp. 
Sherritt Gordon Mines 
Hallnor Mines 

Sigma Mines 

Kerr-Addison Mines 

Campbell Chibougamau Mines 
United Keno Hill Mines 

Lake Shore Mines 

Giant Yellowknife Mines 
Little Long Lac Mines 
Hudson Bay Mining & Smelting 
Labrador Mining & Exploration 
Discovery Mines 

Hollinger Remove Gold Mines 
Steep Rock Iron Mines 

East Malartic Mines 

Aunor Gold Mines 

Reeves Macdonald Mines 

New Calumet Mines 

Asbestos Corp. 

Dickenson Mines 

Madsen Red Lake Mines 
Willroy Mines 

Bralorne Can-Fer Mines 
Gunnar Mining 

International Nickel 
Cochenour-Willans Gold Mines 


Changes in Value (AV) 
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EXPECTED AND ACTUAL CHANGES IN VALUE OF $100 WORTH OF EACH 


STOCK HELD FROM JUNE 18, 


Stock 


Yellowknife Bear Mines 
Manitou-Barvue Mines 
Denison Mines 

Siscoe Mines 

Pamour Porcupine Mines 

Dome Mines 

Agnico Mines 

Yukon Consolidated Gold Corp. 
Campbell Red Lake Mines 
Preston Mines 

Falconbridge Nickel Mines 
Conwest Exploration 
McIntyre Porcupine Mines 
Wriaght-Hargreaves Mines 
Upper Canada Mines 

Teck Corp. 

Cassiar Asbestos Corp. 
Sherritt Gordon Mines 
Hallnor Mines 

Campbell Chibougamau Mines 
Kerr-Addison Mines 

Lake Shore Mines 

Sigma Mines 

United Keno Hill Mines 
Little Long Lac Mines 
Hudson Bay Mining & Smelting 
Hollinger Remove Gold Mines 
Discovery Mines 

East Malartic Mines 

Giant Yellowknife Mines 
Steep Rock Iron Mines 
Labrador Mining & Exploration 
New Calumet Mines 

Reeves Macdonald Mines 
Aunor Gold Mines 

Asbestos Corp. 

Madsen Red Lake Mines 
Dickenson Mines . 

Willroy Mines 

Gunnar Mining 
Bralorne Can-Fer Mines 
International Nickel 
Cochenour Willans Gold Mines 
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EXPECTED AND ACTUAL CHANGES IN VALUE OF $100 WORTH OF EACH 
> LOCK. HELD FROM DECEMBER 22; 1971-TO .JANUARY. 31, 3972. 


Changes in Value (AV) 


Stock Expected Actual 

Yellowknife Bear Mines = OG. 92 2 28 
Manitou-Barvue Mines = Oo 26 +88.89 
Denison Mines =F Se OD Fase t 
Siscoe Mines sie WF a BS) 79. LO 
Pamour Porcupine Mines -104.05 Oo ok 
Dome Mines PS SiS) +64.45 
Agnico Mines -84.62 To2..09 
Yukon Consolidated Gold Corp. She IG +67.30 
Campbell Red Lake Mines =74 27 FF 4530 
Preston Mines saat AU NRUS Ks: FOL 66 
Falconbridge Nickel Mines =64.22 +23.A46 
Conwest Exploration —56.34 +2000 
McIntyre Porcupine Mines =D 0459 =Ore IS 
Wright-Hargreaves Mines cats Re teul Glia’ RSIS Fe: 
Upper Canada Mines -39.62 +28.89 
Teck Corp. a et, +27.94 
Cassiar Asbestos Corp. 332934 +14.80 
Sherritt Gordon Mines 20602 -14.32 
Hallnor Mines cet 4.99 0S 8) cael USA Ot, 
Campbell Chibougamau Mines saat 4a) Si 9S 
Kerr-Addison Mines B22 ..52 +5400 
Lake. Shore Mines Fall aS eee He Sd rg BRE 
Sigma Mines =o. O8 2 eL 
United Keno Hill Mines -19.62 aa et esa 
Little Long Lac Mines gi betems ts! $5.00 
Hudson Bay Mining & Smelting aL ro 3 +020 
Hollinger Remove Gold Mines eat a PAP “Beye Ns: 
Discovery Mines Sehas! S: = L220 
East Malartic Mines va f AEBS +36 5 
Giant Yellowknife Mines =) tao +2 Oro 
Steep Rock Iron Mines = 1206 2ie.3 4 
Labrador Mining & Exploration 6:5 Oe 5 crane ead Ee 
New Calumet Mines Sop 2 +14.29 
Reeves Macdonald Mines ct SS +8'.07 
Aunor Gold Mines =u. 20 th. SL 
Asbestos Corp. el ae Ey prek eY) 
Madsen Red Lake Mines 46.1 8 +3 A0 
Dickenson Mines = Os $19.92) 
Willroy Mines +1037 pa Mag 8 
Gunnar Mining sc Bae Al 5 +O.92 
Bralorne Can-Fer Mines tale Oe +8.27 
International Nickel +14.60 —1 #30 
£37.05 tS e62 
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Stock would be the change in value experience by an investor 
who held $100 worth Aunor Gold, or 42.02 shares (see discus- 
ston above), in 1958. .In computing the predicted change in 
values, the first model (White Paper model) was employed for 
the “first fens period. Since the provisions of the Reform 
Bill and the subsequent legislation are for purposes of our 
analysis identical, the second model (Reform Bill model) was 
employed for the second and third test periods. Hence the 
predicted changes in value are identical for these two test 
periods. The actual computation of predicted change in value 
will be illustrated by applying both models in the prediction 
of the expected change in values for the investor who held 
42.02 shares of Aunor Gold in 1958. Since we have used sim- 
ple arithmetic means in predicting yearly capital gains (C) 
and yearly dividends (D) the expected change in the investor's 
tax position as a result of proposed (or actual) tax. changes 
will be constant from year to year. We are interested in 
arriving at the present value of the expected future tax 
change discounted at the opportunity rate of return. Since 
we are assuming this tax change to be infinite and constant 
from year to year, we may represent the expected change in 
value (AV) as the expected annual tax change (AT) divided 


byxtheropportunity. rate,of meturne(i) jor AV = an.® 
i 


Bohe sum of a geometric progression to infinity is 
the constant term divided by the appropriate discount factor. 
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For Aunor Gold then we can compute the expected 
change in value for test period one by applying the White 
Paper model as follows: 


_V = (D-YD) (R-X){R(D+Z+.5C-Z] 
nd 


where R=0.5, i=0.15, X=0.2 and where the remaining variable 
values are obtained from Appendix A. 


Nhe 20 = WOeel X60) 7) 0. or 0.2) 10058 .40+1. 0540.5 (=1.850]-1.05] 
OLS 


= =75843 

Thus for the investor who held 42.02 shares of Aunor Gold 
($100 worth in 1958) we would predict a decline in value of 
$7.13 (see Table 4-2) for his holdings immediately following 
the announcement of the White Paper. Turning now to test 
periods two and three we will apply the Reform Bill model to 
compute the expected change in value for Aunor Gold as fol- 
lows: 


V = (D-YD) (R-X) -[R(D+D/3+0.5C) -(D=3) J 
i. 


where R=0.5, i=0.15, X-0.2 and where the remaining variable 


values are obtained from Appendix A. 


Vo1B 4020 (15x8- 40) 1 (0 sa0ie2)—005 [8.404 (8ed0e 3410.5) (1.85) 1—.< 
0215 
(8 50<3)0=-A15 30 


Thus for the investor who held $100 worth of Aunor Gold 
(42.02 shares) in. 1958 we would predict a decline in value of 
$1.30 (see Tables 4-3 and 4-4) for test periods two and three 


respectively. Since the model employed in predicting changes 
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in value is the same for both of these test periods (see 
above discussion) the values in the predicted change in value 
columns of Table 4-3 and Table 4-4 are identical. A proce- 
dure similar to the one used to compute the predicted value 
of Aunor Gold was used to arrive at the predicted change in 
‘value for the remaining stocks for each of the three test 
periods. 

The stocks in Tables 4-2, 4-3 and 4-4 are arranged 
in order of the expected decrease in value with the ones 
showing the greatest expected decline in value (expected tax 
increase) appearing first. With the exception of eight 
stocks in the first test period and seven stocks in the sec- 
ond and third test periods the expected changes in value are 
negative. This reflects the fact that most of the stocks 
_ receive harsher treatment under both the White Paper system 
and the provisions of the Reform Bill than under the former 
system caused mainly by the inclusion of capital gains into 
taxable income. For test period one, Table 4-2 shows pre- 
dicted increases in value for the shares of Asbestos Corp., 
Bralorne Can-Fer, Cochenour Willans, Dickenson, Gunnar, 
International Nickel, Madsen Red Lake, and Willroy. For 
test periods two and three Tables 4-3 and 4-4 respectively, 
indicate expected increases in one for the shares of Bra- 
lorne Can-Fer, Cochenour Willans, Dickenson, Gunnar,. Inter- 
national Nickel, Madsen Red Lake, and Willroy. Appendix A 


reveals that-for all of the stocks that had expected future 
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increases in values we had predicted significant capital 
losses (negative value of C). Since capital losses become 
deductible for the first time under the White Paper provi- 
Sions and the Reform Bill provisions, the value of these 
stocks might be expected to increase rather than decrease, 
although the assumption of an infinite series of such losses 
could be called into question. 

The figures in the actual change in value columns 
of Tables 4-2, 4-3 and 4-4 reflect the change in value that 
an investor would experience by holding $100 worth (in terms 
Otel 958 soricges ora stock, formrthe duration of each of the 
three test periods. For example, Aunor Gold traded at a 
November 7 high-low of 2.90 and 2.81 for a high-low average 
of 2.85 (12.9042. :80]..> 2) -and'-a December 31) high=low of 2.46 
and 2.44 for a high-low average of 2.45 ([2.46+2.44] + 2). 
Thus a share of Aunor Gold fell by S.40 (2:..45=-2 785) ' during 
the first test period. The actual change in value for this 
investor's holdings of Aunor”Gold for the first test period 
is the change in value of 42.02 shares ($100 worth in 1958) 
of Aunor stock held from November 7, 1969 to December 31, 
1969. Table 4-2 indicates that this actual change in value 
is a decline of $16.81. The expected changes in value for 


the stocks for all three test periods were calculated in a 


Similar manner. 
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Bile 
Tests On The Results 


In order to test the theory of tax capitalization 
the expected or hypothetical stock price changes were com- 
pared to the actually observed price changes that took place 
during the three test periods November 7, 1969 to December 
Ol, 19609; June 161971) to August 4; 1971:>sand December 22, 
197i tO) danuary 30,1972 .. These three periods were chosen 
as the most likely points in time during which tax capitali- 
zation would be expected to occur. Tax capitalization can 
occur at several points in time but it seems most realistic 
to begin an analysis of this phenomenon from a point in time 
when the taxpayer can actually compute the precise amount 
of the changes in his future income stream which will come 
about as a result of proposed tax changes. Although certain 
changes in tax legislation may have been foreseen as far back 
as the press releases of the Royal Commission on Taxation it 
was not until the White Paper was made public on November 
7, 1969 that the actual amount of the tax changes could be 
computed. Furthermore, it would be extremely difficult to 
test for tax capitalizaiton during the lengthy period 
between the Carter enquiry and the White Paper. It seems 
reasonable to suggest that investors might have expected the 
draft legislatiion coming out of the White Paper to be some- 
what less harsh than the White Paper proposals. [In that 
case we would not expect tax capitalization to occur until 


the legislation was introduced into Parliament. For this 
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reason a second test period was used to test for tax capitali- 
zation following the introduction(of the Tax Reform Bill into 
the House of Commons on June 18, 1971. It is also possible 
that investors might wait until final legislation is enacted 
before making asset price adjustments. To test for this 
possibility a third and final test period was used to test 

for tax capitalization following the enactment of the new 
Income Tax Act on January 1, 1972. The test periods were 

kept relatively short in order to reduce the likelihood of 
other variables affecting stock prices. 

According to our model the predicted stock price 
changes should exactly correspond to the observed price chan- 
ges. Although such rigid requirements would be unrealistic, 
the theory of tax capitalization would at least be supported 
if the largest tax increasesswere found to correspond to. the 
largest decrease in actual value and the largest tax decrea- 
ses were found to correspond to the largest actual increases 
in valve. thus in Pigures. 41, 4-2 and: 4-3 tor perfect’ cor= 
relation we would expect all plotted stocks to lie on the 45 
degree line passing through the origin and lying in the first 
and third quadrants. The theory would at least be supported 
if the plotted stocks were found to cluster around such a 
line in the first and third quadrants. A cursory look at the 
results plotted for the three test periods reveals no such 
apparent concentration of points in Figures 4-1, 4-2 and 4-3. 


The chi-square test for goodness of fit was applied 
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PREDICTED CHANGE IN VALUE PLOTTED AGAINST ACTUAL CHANGE IN 
VALUE FOR EACH OF THE STOCKS FOR THE PERIOD 
November 7, 1969 To December 31392969. 


FIGURE 4-2 54. 
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PREDICTED CHANGE IN VALUE PLOTTED AGAINST ACTUAL CHANGE IN 
VALUE FOR EACH OF THE STOCKS FOR THE PERLOD 
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FIGURE 4-3 BD 
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PREDICTED CHANGE IN VALUE PLOTTED AGAINST ACTUAL CHANGE IN 
VALUE FOR EACH OF THE STOCKS FOR THE PERIOD 
December 22, 1971 To January Rh, BORZ< 
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to test for the significance of the relationship between pre- 
dicted and actual changes in value for each of the three 

test periods. Extremely high chi-square values confirmed 

that even at the .001 level of significance there was no 
Significant relationship between predicted and actual values. 
We are thus led to conclude that there is no evidence to 
Support the ‘theory of tax capitalization in the share prices 

of mining stocks. Explanation for this turns around the possi- 
bilities that all of the conditions outlined by Buehler, which 
must be met before tax capitalization can be expected to occur, 
may not have been fully satisfied. 

To begin with, as the name implies, the White Paper 
was a set of proposals for tax reform. Furthermore, former 
Finance Minister Benson had publicly made it quite clear that 
these were only proposals and should not be taken as final 
legislation. He in fact indicated that he welcomed debate 
and submissions on the specific proposals before they would 
be implemented. Mining and petroleum interests made many 
submissions to Mr. Benson. It is quite conceivable, then 
that the investment community anticipated less severe tax 
treatment than that proposed in the White Paper. Thus 
Buehler's fourth condition may not have been met at the time 
of the White Paper. Investors may not have known with suffi- 
cient certainty just what the final tax effect would be. If 
they were in fact awaiting the bill or enactment of final 


legislation we would not expect tax capitalization to occur 
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at this time. 

Secondly, the tax changes proposed in both the 
White Paper and the Reform Bill affect in the main,.only 
Canaditanginvestorsse Ins1963, 62 per) cent.of the: mining’ and 
extractive industry was owned or controlled by non-residents 
andd5ds per centibyiUnesS. residents.” Given this high degree 
of U. S. investment in the resource industry we might expect 
investors to react only mildly to the proposals. For one 
things, U. S. residents have for some time already been 
subject to a capital gains tax?? and would not benefit from 
the dividend tax credit, nor would they benefit from the 
gross-up provisions. Although it was proposed to tax the 
stock gains of non-residents, this would only apply to non- 
residents who own more than 25 per cent of the stock of a 
Canadian company. /+ Furthermore, under the White Paper 
this provisionawasynot tosgo anto,eitect) untid Meee 


International tax agreements, such as the one Canada has 


with the U. S. would prevent the Canadian government 


? canada, Report: of: the Task Force on «he Structure 
of Canadian Industry, (Ottawa: Queen's Printer, 1968), 
Tablej7;r pnt Ase. 


l0nited States, Internal Revenue Code of 1954, 
Statutes At Large, LACITI A,+s, 220 (1954)% 


1loanada, Proposals For Tax Reform, Par. 6.47. 
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from taxing the capital gains of foreign investors.+? The 


government has placed a target date of fae for the rene- 
gotiation of existing tax treaties so it appears tnat vor S 

is the earliest date that the capital gains provision of the 
new Income Tax Act would be applicable to non-resident share- 
holders of public Canadian companies. Thus Buehler's third 
condition may not have been entirely satisfied. That is, 
investors did not perceive any differential tax treatment to 
capitalize. 

Another possible reason for the absence of tax cap- 
italization after the Tax Reform Bill and the subsequent 
legislation could be explained by reference to the capital 
gains tax provisions. Perhaps investors had expected capi- 
tal gains to be fully taxable and when only one-half capital 
gains became taxable under the new Act stock prices would 
rise rather than fall. Here again investors may not have 
perceived a tax inequality to capitalize. Appendix A shows 
that the estimated capital gains (C). for most stocks” are 
somewhat higher than the estimated dividends (D). It is 
reasonable therefore to suggest that perhaps capital gains 


considerations figure rather more strongly in the investor's 


13 canada-United States International Tax Agreement 
S.VIII, reprinted in Canada Income Tax Guide, (Ottawa: Com- 
merce Clearning House, 1969), p. 5503. 


14 aon editors, Analysis of the Canadian Tax Reform 
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decisions than do dividends. 

It also seems logical that due to the lengthy pro- 
cess of tax reform as experienced in Canada, investors gradu- 
ey made asset price adjustments over a long period--adjust- 
ments than would be less dramatic than our theory would pre- 
dict. Such gradual price adjustments would not show up in 
our brief test periods since they would have occurred prior 
EO OuLv first test perrod. It sshould be borne’ in mind that it 
took almost ten years from the time the Carter Commission was 
appointed in 1962 to look into tax reform until the Income 
Tax Act was finally amended to incorporate some of these 
reforms. 

Finally, .t) could be; thatvinvestors simply are not 
aware of the impact of the tax changes upon their returns 
from mining stocks. Perhaps they will not become fully aware 
of the full impact of these changes until they file their 
1972 tax returns early in 1973. If this is the case Buehler's 
fourth condition of certainty of tax change will not be met 
until that time. Smith > in his study Of property tax capi- 
talizatyvon ELound that a great proportion of capitalization 
occurred after the new assessment of property taxes. This 
assessment could be considered similar in effect to the 


"assessment" the shareholder of mining stocks would experience 


ae Stafford Smith, "Property Tax Capitalization 
in «San Fransisco,” National Tax. Journal, Vol. 23,1970; 
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at the time he files his return. Any or all of the above 


suggestions may explain why tax capitalization was not obser- 


ved. 


The final chapter will constitute a summary of this 


study and the conslusions drawn from the empirical testing. 
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CHAPTER V 
SUMMARY AND CONCLUSION 
summary 


Analysis of the tax changes contained in the White 
Paper and the Tax Reform Bill has shown that shareholders of 
some mining stocks will lose tax advantages enjoyed under the 
former tax system. This is brought about mainly by the taxa- 
Eton sof capitaligains , removal of the shareholder depletion 
allowance and the removal of the dividend tax credit. The 
holders of mining stocks with a high capital gains component 
in their return would suffer more relative to the holders of 
stock with a high dividend component in their return. Also 
those shareholders who formerly could claim shareholder 
depletion would suffer more than those who had no depletion 
allowance to lose. 

The theory of tax capitalization suggests that if 
the rate of return is to remain unchanged, the expected 
future, tax buaden will be capitalized, i.e. reflected in a 
decline in eee share prices. To test this theory two 
models were developed to provide predictions of changes in 
value attributable to the tax changes. A selected sample of 
forty-three mining stocks was used. These expected or pre- 
dicted changes in value were then compared to the actual 


‘changes in value that occurred in each stock following first 


‘ 4X: ; 


Ge ORLA? 


L 


aare ‘Sia At bortadnes eqpanmy eat Bae iad poerimna ee 7 
‘46 avyabtatoxnds #2 i came BRT} al agoten “nat. ore ‘ina 
aris 19 fh Wane « S96) reay hemes gt Spey sae eoE: priiak 
wed att yd GPiem tute sip bb mgt ios eye xa 
Pos gel 436it haste ait: Por Deon te » arity ai i 10 0 fas 
etn + ena: aaabivth a4 % 5 comity : 
ay RP ct: te 7n3 nish yin Tvouty sylg ‘Das. saad Bc 
inate i fahy ddale ps: rye coe. ~ yw qunboe pata: 30 my tot t 
to: 2yebEeul “srl a: gi Jats? sic sori elven wmsiste aid 
aeth,.npwtey Shad vi heli eee oh “that : Ataw : 
me 
teh fader pele BaP. brie oy ig hatter ary RRM. 
Tiobssiloed: ar balirs ast ase ty eset SOAR q23 ee itifaw a 


‘4 
a a . / vu 


; re . ” | 
i aaity ateey give is ae Las blo 6d 2p ropsis watt / 


beta a05S wits ‘ Bopneitoay TLE «hs a santa oe whens i 


4 
Lite ny 


| Re ota edeet a, oon Boa bla tis are isaie watind feed" 
. has gids. seal ats sasy a”. eeaiog oace treeeps ph ’ 

pe dyes ate Prete mise: jabivose o ‘Kougtoved- asl ed 

Be sa bagivtos Fy wEaphaits iat oti 79) atdguciettn thay 

J «=! = j 

— xo Bion Segui Boew: sis siaeide aati pty ved aa 

i ae t - ac rae 
Pg Sd aug 2 pisnmicitain sy 


= 9 
* 


62. 


the announcement of the White Paper, secondly the introduc- 
tion of the Tax Reform Bill into Parliament, and thirdly the 


enactment of the new Income Tax Act. 
Conel usion 


This study was undertaken primarily in response to 
the findings of the Cummins study cited earlier. ‘The results 
Gertie Study) provide mo evidence to support the theory of 
tax capitalization. Although several empirical studies have 
been made testing for tax capitalization, in property values? 
the Cummins study appears to be the first attempt at empiri- 
cally testing the theory with respect to share prices. 

This, study tests for tax capitalization in the 
share prices of a selected sample of mining stocks during 
three test periods. In each period no evidence was found to 
support the, theory, of ‘tax capi talvzation.. 

This lack of any observable tax capitalization may 
be, due-to, several. reasons.  Eirst of all, following. the 
announcement of the White Paper, investors may have antici- 
pated less harsh treatment in the final legislation and 
hence would not make any price adjustments at this time. 
Secondly, the *tax proposals of both the White Paper and the 


Reform Bill -do not affect significantly non-resident share- 


loor example, see R. S. Smith, “Property Tax Capi- 
talizgation in San Francisco," National Tax Journal, Vol. 23, 
1970-7 (DD .. Asla 


; 


\ 


sits. yihssgea; age obits ‘site r Be 


on 


<“l2vbom4 at y 
’ 4 f * F a 
marly wh G27 ite 
OP Serge 
Fad a’ SJ at? 
io”, a] 
a ied oad 
par - Ps 
Ei S yore yes 
% 
~ (thew rty 
: yo yi] 
Segny. ie ry 
oh, 
ae - b 4 
i 
S L F : 
eyand had Sat ie 
ca fy eet re 
- f ve 
prt ie eae is i ms, 
‘ re a am in 


wet Sis oF mit sem ‘eeaeaynd item apie Bid Te ‘nema 


* 


| 


yi ihe 


x 


tom pevtates 4 bn 
‘Sanh, = ae dé 


aie “tapes ad (os she 


= 


De: 
a ~ 


age “al 


Ps Bi atrowee i a way TA 


co ric a ar é \saee chet se ven aba A" 


me Lad Cane fig ie de atthe 


ae 1 6 29 te 
- 


Japs sbaaits zat “ite It: si kate 


inom eke yl ‘Sign, dan nti! 
att beri’ abe iee nae ca ant “taba” Pees alnaonbde, KES gaa” ‘ie 


Ca r. 2] > = =} a te 
rae Pam a ei she ris riche a a8Fp! i hepa: +03 


' aes PL 
J F aeha a a ; oe 1 Upol ie 
L'?) vie ; 
= ; oe 
4 ~ Mi - A i a EY 
a ree | 
peat a Wi “hel 


ine hE nd ode ‘tree nto%eHl tea 
<i int onmmet want mt te'2 


a2, 


sia 

ia oe | pt ' i mit 

th, WAS A Ue is Fe EER snlech. j 
bowie. unis. 2 sa 2. sgt Ma, etna 
ee ic {Be eit stisvoeg ius 4 
aoaaron ens ‘2 
ROtgusd log Longs ra saul. aA 


an 
' $2 Sa te ‘ebathears nitude, cate 
i) Snes 


24, Sob h ES +s sal Huan “oH ‘ph 


“ei 


Ride qi Noite’ , 
islet. tea bathed wath So wats wie 4 


‘Ife * ee fone aca stencil od. on 


ee 


tag meen ital dents 


. 4 Lat 


A > AY _ ca: @ ir 
: “al " 2 


ae mri : ’ i r > Di 1 ; F 
i! : Ry = Wr ~ 5 w ‘ ’ 
2 SORRY "och saat 8 a 

. a aus : 


Oa. 


holders. This fact coupled with the high degree of non- 
resident ownership of the mining industry could explain the 
absence of observable tax capitalization. Thirdly under the 
provisions of the Reform Bill and the subsequent Income Tax 
Act only one-half of capital gains are taxable whereas the 
White Paper had proposed Ti Teak ceLOn non such, dane. This 
could have had the effect of causing share prices to rise 
following the Tax Reform Bill as investors may have perceived 
this as a reduction from the Higa. expected under the White 
Paper. Fourthly, because of the lengthy process of tax re- 
form in Canada, investors may have made gradual asset price 
adjustments over a long period of time. Finally, investors 
may not be fully aware of the effect the proposals will have 
on ther Sretumseuntwn cney lille their first tax return under 
the new system. 

In-conclusion, this study of income tax capitali- 
zation in the share prices of a selected sample of mining 


stocks lends no support to the theory to tax capitalization. 
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APPENDIX A 68" 


PREDICTED VALUES OF YEARLY CAPITAL GAINS (C), YEARLY PRE-TAX 
EARNINGS (El), YEARLY AFTER TAX EARNINGS (E), YEARLY DIVID- 
ENDS (D), YEARLY GROSS-UP (Z), AND YEARLY SHAREHOLDER DEPLE- 
TION ALLOWANCE (Y) FOR EACH STOCK : 


Stock Cc El E D Z yj 


Agnico Mines SOR ala Be. Dic On Oo 0 0 0 
Asbestos Corp. AG. 86 Pie gr 4.85 SELOA 50 O7.20 
Aunor Gold Mines -1.,85 199.60 9.49 S409 12.05 O25 
Bralorne Can-Fer 

Mines -—8,07 Rls) Shama, 2a 0 0 
Campbell Chibougamau 

Mines 13).95 71.989 7.98 0 0 0 
Campbell Red Lake 

Mines 42.43 £15.06 TR A45 Safed. SL 0 420 
Cassiar Asbestos 

Comps 136. 84 152420), 10357) 13.21 2.42 0.20 
Cochenour Willans 

Gold Mines -22.47 = 16 595 2 = 1457 IB So}, 0.003 0 
Conwest Exploration 32.80 EO 200, LOn62 Se OF 0. Ok Orns 
Denison Mines 944 35 PGE SSS 1.6L 759 .10:12:7 0G 0-420 
Dickenson Mines -8.59 9.29 9.29 6.64 SO, Gio 
Discovery Mines 4.94 2 eGo PA SS) EEE 0 0 
Dome Mines OWE eA) 16.80) “10.84 De Oor 2604 0720 
East Malartic Mines 4.43 rN AE 4.91 0 0 0 


Falconbridge Nickel 33.63 2 ke wee ot. Vsti S77 0.20 
Giant Yellowknife 


Mines 0.03 12 CSc ee lel Oc ee a 7 0.20 
Gunnar Mining eaalt Ne A =6.35) °=6).42 LF ZaaeO. O44 0 
Hallnor Mines 10.97. VAL SH 2 ea ks 2 ad eG A PES 0°. 20 
Hollinger Remove 

Gold Mines 4.26 Leres:.3 8.24 4.06 1.14 0295 
Hudson Bay Mining 

& Smelting S292 6025. ai Zs lEow =2 600 0220 
International Nickel-11l.52 she Heel Me ae a ES be hao O20 
Kerr-Addison Mines LZ oso 39 Zid Bese Oaa 0.20 
Labrador Mining 

& Exploration La £3070) 220589 fas LAO 0320 
Lake Shore Mines 41.99 Snot HERS NB 0 0 0 
Little Long Lac Gold 

Mines 8.00 BE 3.40 0 0 0 
Madsen Red Lake Gold 

Mines -4.09 6.09 5.48 2S a aL On 0 
Manitou-Barvue Mines 95.55 apse vaens 0 0 0 
Mcintyre Porcupine 

Mines 27.02 Lie 8:7 ,.21533 Beoe Owe: 020 
New Calument Mines 3.43 2.46 2.46 0 0 0 


Pamour Porcupine 
Mines : Seopa! ZAR Oo 2a o. nae 0 0.20 
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APPENDIX A--Continued 69. 


Stock c El E D Z Y 
Preston Mines 40.29 Dict 5.34 eas 0 Ore20 
Reeves Macdonald 

Mines 0.81 De libes Lory WeeGr. | Bia 4G. 0 
Sherritt Gordon 

Mines Prag de. PO Odd lO. Ae ehS, 130 0 
Sigma Mines (Quebec) 9.14 haley, 30 oid | Lea e 2 0220 
Siscoe Mines Vid soot hs AAO ee lathe ite, ed. LON me deope & 0.20 
Steep Rock Iron Mines 3.30 4,43 4.43 2c od 0 O20 
Teck, Corp. eS Gite LAs P3220) Teg LA i HOW plas DS One 0 
United Keno Hill 

Mines d Wo26 lel 66°» 20 .44 5216 Sema Ga. 0 
Upper Canada Mines 2d a 8.67 e607 Spree 0) 0.20 
Willroy Mines -6.75 yee} 99233 STA ws) 0 0 
Wright-Hargreaves 

Mines 2Si203 Bien otk. Srrcel. 0 0 0 
Yellowknife Bear 


Mines 121.49 A hs A Me 8 ask 0 Oy. 5 
Yukon Consolidated 
Gold ,Corp. 44.75 bs. 9:0 bnee?'O 0 0 0 
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APPENDIX B 
PROCEDURES EMPLOYED. IN THE: PREDICTION OF. CAPITAL 
GAINS (C), PRE-TAX EARNINGS (El), 

AFTER-TAX EARNINGS (E) AND DIVIDENDS (D) 

Historical data on capital-gains (C), pre-tax earn- 
ings per share (El), after-tax earnings per share (E) and 
dividends per share (D) for each stock for the eleven year 
period 1958 to 1968 were plotted on scatter diagrams. These 
diagrams revealed that for most of the stocks linear regres- 
sion equations employing eleven years data would be a poor 
predictor of earnings and dividends since the plotted points 
appeared to follow no particular trend. Thus the following 
regression equations used in the Cummins study were not used 
as predictors of dividends (D), after-tax earnings (E) and 
pre-tax earnings (El). 

(a) ataT 


D 
G5 9 ati © b+bT 
(ec), El = c+cT 


II 


Instead simple arithmetic means of each of these variables 
for the five year period 1964 to 1968 were employed as the 
predictors of the futurewvalues of dividends (D), after-tax 
earnings (E) and pre-tax earnings (El). It was felt that 
investors when making predictions about the future behavior 
of earnings and dividends might well use an arithmetic aver- 
age from recent years, say the last five years, as a guide. 
For capital gains (C) it was decided to employ the 


method of ordinary least squares in the following regression 
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APPENDIX B--Continued 


equation to arrive at a predicted ante ae Cee 

C= d+d,E+d,D. 
A linear regression equation was used because it was felt 
that the capital gains of a stock were dependent upon the 
earnings and dividend that the stock yielded and that the 
same weight should not be given to far removed observations 
aS to more recent ones as is the case in the simple averag- 
ing procedure employed in the prediction of (D), (E) and (El). 
In those cases where a stock paid no dividends the following 
regression equation was employed: 

C= d+d,E. 

For both of these regression equations, time series data for 
the five years 1964 to 1968 were used. Data farther back 
‘than this appeared to lose much of its predictive value. 
The values of the constant, d and the regression coefficients 
dy and d,as well as the t-values for these coefficients are 
contained in) Appendix C.., The» t-test.for) the significance, of 
the coefficients showed that at the .05 level of significance 
only four of the forty-three stocks had regression coe ffi- 
Cients, slaqnieicantiy cifterent From, zero, ,For thispreason.it 
was decided to employ a simple arithmetic average of the last 


five. years, 1964 to 1968 as the appropriate predictor of 


Capital gains (C) as well. 
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APPENDIX°SC 20s 
REGRESSION COEFFICIENTS AND T-VALUES OF THE REGRESSION 
COEFFICIENTS IN THE EQUATION 


C= Gl a d,D + dD 


EMPLOYED IN THE PREDICTION OF CAPITAL GAINS (C)* 


T-Value T-Value 


Stock d a, d dy a, 
Agnico Mines eae G.09 - 0.065 - 
Asbestos Corp. Fao cae Sh L Ook 0.994 0.168 
Aunor Gold Mines AWS EA Pa) aR oe | -4,47 27s) Owe 22 
Bralorne Can-Fer 

Mines 14.33 -0.19 2.00 -0.070 0.580 
Campbell Chibougamou 

Mines A 0 Tey = 53 = -0.473 - 
Campbell Red Lake 

Mines 51.40 BL oo —437.51 M870 “=E.019 
Cassiar Asbestos Corp. 43.04 ree SOS 0:.9:55- -1.9 34 
Cochenour Willans 

Gold Mines -52.55 -2.67 Ls. e2 =O 7534 Aen sds 
Conwest Exploration 22.504 -U od = 0.394 = 
Denison Mines -75.98 Onr7'6 eS 9°9 OerG:S 1.800 
Dickenson Mines One 22 mei) at SI, 2.96, -0.446 OO O35 
Discovery Mines 14.27 TB by IU be = Le oes L464. 
Dome Mines 59 2016 ey 2 Ge aly 53646 =—22-049 
East Malartic Mines efesto =2.43 - 0.662 - 
Falconbridge Nickel 20/004 1.80 oo arcs 0.280 -0.268 
Giant Yellowknife 

Mines -4.91 SoS -7.46 1.152 -0.999 
Gunnar Mining 0599 Ue65 -2.40 dee 53) en SO 
Hallnor Mines -41.52 -1.13 Tea M=Oleo Le 1.304 
Hollinger Remove Gold 

Mines =Ly 273 0. SL 4,90 0.080 0.296 
Hudson Bay Mining & 

Smelting EL aye PA} 1.39 =5:,07 0): 202.7 =0.239 
International Nickel 59.64 2 ee ls cfm A a Ore2 0 =O) 56 
Kerr-Addison Mines 20.48 -5.00 -0.42 -0.756 -0.054 
Labrador Mining & 

Exploration 34 AP fe) 309° =0 3.350 02333 
Lake Shore Mines =6.9-5 138 - Lai 56 - 
Little Long Lac.Gold 

Mines 5 280 =e) - -0.600 - 
Madsen Red Lake Gold 

Mines L2dse She 4556. =—1e280 1.656 
Manitou-Barvue Mines -9.30 0.88 - 0.600 ~ 
McIntyre Porcupine 
Mines 1416 19-39. (=22.,:44 See eee 2k Ad, 
New Calumet Mines -2.60 L048 - O53 - 
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APPENDIX C--Continued Toke 


Stock a 


Pamour Porcupine 


Mines ~18. 
Preston Mines DOK 
Reeves McDonald Mines Sie 
Sherritt Gordon Mines -6l. 
Sigma Mines (Quebec) -ll. 
Siscoe Mines Oa), 
Steep Rock Iron Mines -50. 
Teck: Corp. LG: 
United Keno Hill 

Mines nS 
Upper Canada Mines 2% 
Willroy Mines -5. 


Wright-Hargreaves 


Mines Ade 


Yellowknife Bear 


Mines AN 


Yukon Consolidated 


Gold’ Corp. 44, 


All) 


OnDMUODAEH Ul ©& 
( oe} e . ° 


T-Value T-Value 


d, dy do 


202 AL oO Oa L ero 


* For those stocks that had zero dividends the regression 
equation C = d+ d,E was employed. 
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